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REPRESENTATIVE JAMES A. FREAR (WIs.) 


A year ago Representative Frear initiated a storm of controversy 
by his charges that the Secretary of the Treasury was negligent 
in enforcement of Section 220 against corporations with abnor- 
mal surpluses. As a member of the House Ways and Means 
Committee, he is now credited with being one of two Repub- 
licans who stand in the way of a favorable report by the Com- 
mittee on the Mellon tax reduction plan. 
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The Taxation of Liquidating 
Dividends 


By MEYER Kurz* 


Pr _ TAXATION of dividends and other cor- 
porate distributions has received considerable 
attention in contemporary income tax litera- 

ture. This includes the status of liquidating div- 

idends, or final distributions by a corporation to its 

stockholders upon dissolution or the discontinuance 
of its business. 
As a subdivision of the parent subject of corpo- 


‘rate distributions, however, 


the subject of liquidating 
dividends, in my opinion, 


the period during which the surplus was earned. 
The Collector assessed the surtax on the entire 
amount received as an ordinary dividend. The 
plaintiff contended that the dividend was a return 
of capital value existing as of March 1, 1913, and 
his contention was sustained by the Supreme Court. 

It is important to note that the question before 
the Court in this case was whether there was any 
taxable income at all, not 
the nature of the income or 


has not received the atten- 
tion it merits. Writers have 
been too content to accept 
the Treasury Department’s 
interpretation of the statutes 
without critical examination 
of the authority cited in sup- 
port of its views. This is 
true particularly of the 
status of liquidating div- 
idends under the various 
Revenue Acts prior to 1921. 


An example is the much 
discussed and often cited 
case of Lynch vs. Turrish, 
247 U.S. 221. This case has 
been generally misinter- 
preted as authority for the 


RIOR to the 1921 Act, the value received 

in distribution upon complete liquidation 
of a corporation was, according to the Depart- 
ment interpretation of the law, considered for 
tax purposes as the proceeds of a sale, and the 
“gain, if any, was subject to tax at both normal 
and surtax rates. Whether there was sufficient 
justification for such a method is one of the 
topics discussed in this article. 

Under regulations applicable to the 1921 
Act, the gain realized by a stockholder as the 
result of a compiete liquidation is taxable as a 
dividend to the extent that it is paid out of 
earnings or profits accumulated since February 
28, 1913. The Mellon bill provides that the 


gain resulting from a complete liquidation be 


subject to both normal and surtax. 





how it should be taxed. The 
fact that the dividend re- 
ceived was a liquidating div- 
idend received little consid- 
eration. It was dismissed 
by one short paragraph of a 
lengthy opinion. 


“And in determining 
the application of the 
statute to Turrish we 
must keep in mind that 
on the admitted facts 
the distribution received 
by him from the Pay- 
ette Company mani- 
festly was a single and 
final dividend in liquida- 
tion of the entire assets 


statement “that a distribution in final liquidation 
of a corporation is to be treated the same as the 
proceeds of a sale, the gain, if any, being taxable as 
a profit.” 

It will appear from a critical examination of the 
facts of this case and the issues involved, that this 
conclusion is erroneous. 

The plaintiff, who sued for the recovery of taxes 
alleged to have been illegally collected, received a 
liquidating dividend which was equal to the value 
of his stock as of March 1, 1913. The case arose 
under the Act of October 3, 1913. Under this Act, 
all dividends were taxable income, irrespective of 
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and business of the company; a return to him 
of the value of his stock upon the surrender of 
his entire interest in the company, and at a price 
that represented its intrinsic value at and before 
March 1, 1913, when the Act took effect.” 


Nothing in this paragraph supports the conclusion 
above stated. The whole point of the case was 
whether the plaintiff was entitled to a return of the 
capital value existing as of March 1, 1913, without 
subjecting him to tax, and the Court merely men- 
tioned in passing, that the amount received was a 
liquidating dividend only for the purpose of indi- 
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cating that the stockholder could receive no further 
distributions from the corporation, and that, in no 
event, therefore, could there be a tax because the 
total amount received was only a return of the in- 
trinsic value of the stock when the 1913 Act took 
effect. 

The entire opinion is a discussion of the distinc- 
tion between capital and income and the case turned 
on that point. It is significant that even in the first 
instance and before the suit was brought, the Col- 
lector assessed only the surtax and not the normal 
tax. This fact appears in the opinion. The Court 
did not say that if there were a taxable income, 
that is, if the liquidating dividend exceeded the in- 
trinsic value of the stock on March 1, 1913, that 
the income would be subject to both normal and 
surtax. On the contrary, the logical inference is 
that if there were such income it would be subject 
only to surtax as an ordinary dividend because no 
criticism appears in the opinion of the method of 
computation of the tax by the Collector. 


The Lynch vs. Hornby Decision 


On the same day the Supreme Court also decided 
Lynch vs. Hornby, holding that under the 1913 Act, 
dividends were taxable income to stockholders, even 
if paid out of earnings accumulated prior to March 
1, 1913. This is to be construed in connection with 
the Turrish case as being subject to the limitation 
that if the dividend received is one in complete 
liquidation, that is, if the stockholder expects to 
receive no further payments from the corporation, 
no taxable income would result at all, if the amount 
of the dividend is equal to or exceeded by the intrin- 
sic value of the stock as of March 1, 1913. 


It appears that Lynch vs. Turrish is the only case 
and the only citation of authority that is offered in 
support of the position taken by the Solicitor of 
Internal Revenue in S. O. 131, which says: 


“Liquidation or dissolution dividends are not 
treated as ordinary dividends within the meaning 
of the Revenue Act of 1916, as amended by the 
Revenue Act of 1917. They are regarded as a pur- 
chase of shares and any excess received by a stock- 
holder over the cost of the stock constitutes income 
of such stockholder.” 


This is based on the same misinterpretation of 
the holding of the Supreme Court in Lynch vs. 
Turrish, unless the above paragraph is construed to 
mean that such income will be classified with re- 
spect to its source and taxed accordingly. If it is 
otherwise construed, it is a gross distortion of the 
decision of the Supreme Court and results in a 
situation which places a heavier tax burden on the 
same transaction if effected through a different 
form. In other words, a corporation ready to dis- 
solve may declare an ordinary dividend of its entire 
surplus and after such declaration and payment of 
the dividend, distribute the other assets as a final 
liquidation of capital. The stockholders in that 
event would pay only the surtax on the dividend 
to the extent that it came out’of profits accumulated 
since March 1, 1913. If the corporation failed to 
declare such an ordinary dividend before dissolu- 
tion, but paid one complete liquidating dividend, the 
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solicitor would impose a heavier burden on the 
stockholders by subjecting the gain to both normal 
and surtax and treating the entire transaction as a 
purchase of shares (S. O. 131). This emphasizes 
form rather than substance. 


The solicitor on other occasions has gone out of 
his way to look through a form intended to evade 
taxation and look at the substance. Moreover, even 
if the form be significant, there are cases holding 
that a division of profits among stockholders may 
be made without the formality of declaring a divi- 
dend. (O. D. 932.) 


Huntley vs. Pionéer Iron Works, 191 N. Y. 73. 
Spencer vs. Lowe, 198 Fed. 961, 966. 


From the point of view of the evolution of the 
present income tax law derived from an examina- 
tion of the comparative provisions of the prior reve- 
nue acts on the subject of liquidating dividends, the 
conclusion is irresistible that Congress never in- 
tended under the 1913 and 1916 Acts to assess a 
normal tax on corporate dividends in the hands of 
a stockholder upon which the corporation had 
already paid a normal tax. 

The Income Tax Law of 1913 contains no defini- 
tion of dividends and no specific mention is made 
of the term “liquidating dividends” or any other 
expression indicating a distribution by a corpora- 
tion in liquidation. 

The Revenue Act of 1916 defines the term divi- 
dends to mean: 


“Any distribution made or ordered to be made by 
a corporation, joint stock company, association or 
insurance company out of its earnings or profits 
accrued since March 1, 1913, and payable to its 
shareholders, whether in cash or in stock of the 


” 


corporation . .. .” 


The Revenue Act of 1917 did not change this 
definition. 

The Revenue Act of 1918 was the first income tax 
act that made specific mention of liquidating divi- 
dends. It is contained in Section 201, which reads 
as follows: 

“Amounts distributed in the liquidation of a cor- 
poration shall be treated as payments in exchange 
for stock or shares and any gain or profit realized 
thereby shall be taxed to the distributee as other 
gains or profits.” 

This was further elaborated by Article 1548 of 
Regulations 45, which pointed out the distinction 
between liquidating and ordinary dividends. 

The Revenue Act of 1921 omitted this specific 
reference to liquidating dividends and it has been 
held by the Treasury Department in Regulations 
62, Article 1545 that 

“Where a corporation distributes all of its prop- 
erty in complete liquidation or dissolution the gain 
realized by the stockholder from the transaction 
computed under Section 202 is taxable as a dividend 
to the-extent that it is paid out of earnings or profits 
of the corporation accumulated since February 28, 
1913. If the amount received by the stockholder in 
liquidation is less than the cost or other basis of the 
stock, a deductible loss is sustained.” 


It seems that the Department interpreted the de-— 


liberate omission of any reference to liquidating 
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dividends in the Revenue Act of 1921 as a change 
of policy and a departure from the provisions con- 
tained in the 1918 Act. 


It is important to understand the accounting as- 
pects of liquidating dividends in order to interpret 
the revenue act provisions on this subject. 


There are two distinct items of distribution when 
a corporation dissolves or liquidates. If the cor- 
poration has a surplus, that is, am excess of assets 
over liabilities and capital stock, it is evident that 
a distribution resulting in complete liquidation must 
be a distribution of (a) accumulated profits and (b) 
capital. The accumulated profits distributed may 
have resulted from operations of the business or 
increase in the value of the corporation’s assets, or 
both. It is also quite clear that to the extent that 
such a distribution is made from accumulated prof- 
its resulting from the ordinary conduct of business, 
the normal tax assessed on corporate income must 
have already been paid (to the extent of earnings 
accrued subsequent to March 1, 1913). This is in 
substance the theory underlying the provisions of 
Article 1545 of Regulations 62 above quoted. This 
article recognizes the fact that the distribution from 
surplus accumulated since February 28, 1913, should 
be taxed only as an ordinary dividend, otherwise a 
double taxation would result, namely, the normal 
tax paid by the corporation and a second normal 
tax by the stockholder or owner of the shares. 


Article 1545 recognizes the source of the gain 
resulting from a distribution in liquidation and then 
taxes that gain accordingly. The method is simple. 
First, it is determined whether a gain or loss re- 
sults by comparing the amount received with the 
cost or other basis of the stock under Section 202. 
lf a gain results, it is classified for taxation purposes 
into its component parts. This is logical and con- 
sistent. What is there in the Revenue Acts prior 
to 1918 that prevents the use of this method or 
deniands the use of another? 


The opinion is held by some that the elimination 
of any reference to liquidating dividends in the 
Revenue Act of 1921 meant that Congress was 
satisfied to return to the condition existing prior 
to 1918 when the Statute did not mention liquidat- 
ing dividends expressly. It is further pointed out 
that the present Statute or the Revenue Act of 1921 
uses the term “every distribution” and “any distri- 
bution” as being governed by the rule stated in 
Section 201. It is therefore concluded that Con- 
gress intended to depart from the rule of the 1918 
law: and require the determination of tax liability 
upon the receipt of a distribution in liquidation by 
referénce to the source of the distribution just as in 
the case of an ordinary dividend. While it is pos- 
sible that Congress may have intended to depart 
from the rule expressly laid down in the Revenue 
Act: of 1918, it does not follow that Congress in- 
tended to depart from the rule in existence prior to 
1918. On the contrary, the express inclusion of a 
provision relating to liquidating dividends in the 
Revenue Act of 1918 may show a clear intent to 
change the existing rule of law prior to that Act. 
The 1918 provision is manifestly a change of policy, 
otherwise specific reference to liquidating dividends 
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was not then necessary. Conversely, the deliberate 
omission of such provision in the 1921 Act may 
show a clear intent to change the law as expressed 
in the Revenue Act of 1918. It should be pointed 
out that the acts prior to 1918 state just as posi- 
tively as the Act of 1921 that “any distribution” is 
taxable as a dividend. 


The Treasury Department has given proper effect 
to the omission in the 192i Act by its promulgation 
of Article 1545 of Regulations 62. It is difficult to 
understand why the Treasury Department does not 
give similar effect to the Revenue Acts of 1913 and 
1916. If, as it would seem from S. O. 131, the 
solicitor regards Lynch vs. Turrish (supra) as the 
only authority for his conclusion, the attitude of the 
Treasury Department must be changed, for Lynch 
vs. Turrish, if examined critically in the light of the 
issues of the case, must fall out as authority for the 
conclusion reached by the solicitor. 


Sees Inconsistencies 


If article 1545 of Regulations 62 is good law 
under the Revenue Act of 1921, why is it not also 
applicabie to the 1916 Act? Certainly there is noth- 
ing in*‘Lynch vs. Turrish (decided under the 1913 
Act) that stands in the way; if there were, it would 
apply with equal force to the 1921 Act. Under this 
Act, the Department has promulgated a sane, logi- 
cal rule, supported by good accounting theory, and 
sound reason. Why the same rule is not applicable 
to the 1916 and 1917 Acts requires explanation. 


Under the 1921 Act, Article 1545 of Regulations 
62 treats liquidating dividends as a purchase price 
of shares for the purpose of computing gain or loss 
under Section 202; yet, proper consideration is 
given to the source of the dividend for purposes of 
income classification. The solicitor may perhaps 
be correct in holding that Lynch vs. Turrish treats 
liquidating dividends as a purchase price of shares; 
but what is there in that case that prevents the same 
segregation of the capital and surplus parts of the 


dividend, as is required under the 1921 Act by 
Article 1545? 


Moreover, it is difficult to see how the Treasury 
Department can disregard the clear and unequivocal 
language of the definition of dividends contained in 
Revenue Act of 1916. It says “any distribution 
. . . out of its earnings or profits accrued since 
March 1, 1913 . . .” Whether such distribu- 
tion is made before dissolution or at the time of 
dissolution is immaterial; whether it is paid as a 
separate amount or with a return of capital (in the 
form of a liquidating dividend) is also immaterial. 

Where the language of a statute is clear and un- 
equivocal there is no room for construction; this 
principle is too well founded in the law to require 
citation. The courts cannot fail to follow the clear 


definition of dividends contained in the Revenue 
Act of 1916. 

In-‘order to avoid confusion, I have not discussed 
the opinion held by many that even the Revenue 
Act of 1918 did not result in a change of policy 
regarding the taxability of liquidating dividends. 

(Continued on page 53) 





The Pending Revision of the 
Revenue Law—A Forecast 


By ARNOLD R. BAAR* 


Pr re outstanding features of the proposed 
changes in the Federal income tax law, em- 
bodied in the so-called Mellon bill, the Demo- 

cratic program or Garner plan, and the proposals 

presented by Representative Frear for the insurgent 

Republicans, have become so well known through 

newspaper reports and discussions that it would 

be only a waste of time to offer now a general 
description or explanation of these various plans. 

There are, however, a number of aspects of the 

program for tax reduction and revision which have 

not received adequate consideration in view of their 
great importance. 


In the first place, there has undoubtedly been 
much exaggeration of the importance of develop- 
ments up to the present time, including the conflict 
now getting under way between the various factions 
in the House of Representatives, preparatory to the 
consideration of the report of the Committee on 
Ways and Means, which is scheduled to be made 
on or before February 11. Of course, the Mellon 
sill represents the carefully considered program 
of the administration and President Coolidge has 
already announced, with more than ordinary defi- 
niteness and emphasis, the purpose of the adminis- 
tration to stand back of its program to the limit, 
even to the extent of insisting upon every detail 
and of opposing compromises of rates and other 
general features. But the attitude of individual 
members of the House of Representatives, even 
though they speak for party or group organizations 
in that House, and the action taken by the Ways 
and Means Committee, highly significant though 
it is in fixing the lines along which the House will 
most probably act, must not be accepted as the 
equivalent of actiort by the House of Representa- 
tives, much less as representative of the final posi- 
tion of Congress. 


Senate Revision Probable 


Such implications in current discussions ignore 
the fact that our experience in connection with the 
three preceding great income tax laws has been 
that after the bill is passed by the House it is 
substantially rewritten by the Finance Committee 
of the Senate. Even after it has been passed by the 
Senate, the character of the law has been very 
largely determined by the action of the Conference 
Committee, which not only adjusts and compromises 
differences between the Senate bill and the House 
bill but has frequently avoided such differences by 
introducing provisions of broad significance which 
were entirely new and entirely unlike anything 
adopted by either of the Houses of Congress. As 
you know, a revenue bill must originate in the 
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House of Representatives, but it may be amended 
to any conceivable extent by the Senate and it 
hecomes law only after both Houses agree upon 
the adoption or rejection of such amendments. This 
agreement is customarily reached through the work 
of a Conference Committee, consisting of the leaders 
in the appropriate committees of each House, whose 
recommendation to their respective Houses are 
almost always adopted. 


The way in which this procedure works may be 
illustrated as follows. In the Revenue Act of 1917, 
the House of Representatives adopted a simple 
excess profits tax, with a single rate of 8 per cent. 
The Senate adopted a war profits tax, with ten 
rate brackets, from 12 per cent to 60 per cent, 
applying to the amount by which the income was 
in excess of stated percentages of the allowance 
based upon pre-war profits. The Conference Com- 
mittee recommended an entirely different excess 
profits tax, with five rate brackets, from 20 per 
cent to 60 per cent, applying to the amount by 
which the net income exceeded stated percentages 
of the invested capital, with the pre-war profits 
used only to a very minor extent to determine the 
initial exemption. Again, in the passage of the 
Revenue Act of 1921, the House adopted maximum 
surtax rates of 32 per cent but the Senate extended 
the maximum to 50 per cent, which was adopted 
by the Conference Committee and by Congress. A 
great number of similar examples might be given, 
but these are sufficient to show that not only the 
outstanding features of rates and application of tax 
but also the less striking but no less vital matters 
of administrative provisions, exemptions, deduc- 
tions, etc., and the choice of words in which the 
statutory provisions shall be expressed, are only 
to a very limited extent influenced by the action of 
any one committee or of either House of Congress. 
In fact, there is strong foundation for the belief that 
the most vital provisions in the new law, particu- 
larly the rate schedules and the most conspicuous 
relief amendments, will be formulated by the Con- 
ference Committee and that the next most signifi- 
cant action upon the bill will be that taken by the 
Finance Committee of the Senate. 


This experience with prior laws seems to indicate 
not only a present exaggeration of the activity in 
the House; it also seems possible that there has 
been exaggeration of the significance of the state- 
ments attributed to President Coolidge. This does 
not ignore the fact that all the information which 
we have concerning the character of our new Presi- 
dent indicates that when he makes a statement there 
is no room to speculate whether he means it or 
not but it may be taken for granted that he intends 
to do and will do just exactly what he says. 
I do not remember ever seeing any quoted state- 
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ment of the President (and the rule of the Press 
is that the President shall not be quoted) to the 
effect that he will veto any revenue law which does 
not conform exactly to the Mellon Bill, which pro- 
vides for surtaxes in excess of Mr. Mellon’s maxi- 
mum of 25 per cent, which contains an excess profits 
tax, or which departs in any other way from the 
administrative program. On the contrary, the posi- 
tion of the President, as reported, is that he is 
heartily in favor of the Mellon program in every 
detail, that he proposes to use the full force of the 
administration’s prestige and the party’s control 
to obtain legislation in accordance with the pro- 
gram, and that he is definitely opposed to any dis- 
cussion of compromise between the factions in the 
House at this time. 


But President Coolidge comes from New Eng- 
land, where the art of bargaining is almost univer- 
sally an acquired characteristic if, indeed, it is not 
an inherited common instinct. He must recognize 
not only the necessity of striking a compromise in 
order to effect a trade but also the value of worry- 
ing the other fellow, just as long as possible, about 
whether or not you want a trade badly enough to 
modify your terms at all or how much of a con- 
cession you may be prepared to make. The Demo- 
crats are following the same policy, having an- 
nounced that, although they will be glad to receive 
and consider any compromise proposals which the 
Republicans in the Ways and Means Committee 
may wish to offer, they will not assist in preparing 
a compromise measure; they will give no assurance 
that they will accept any compromise whatever, 
and they will fight for the complete Garner plan on 
the floor of the House in opposition to any other 
measure which the Ways and Means Committee 
may report. The Republican leaders in Congress 
and students of the situation on the outside seem 
to agree that, owing largely to the absence of an 
administration majority in either House of Congress 
and the power of a coalition of insurgent Repub- 
licans and Democrats to control legislation, the 
Mellon Bill can not be passed through Congress 
without a compromise, particularly upon the pro- 
posed reduction of surtax rates and probably also 
toward increasing the tax reduction applicable to 
persons of small and moderate incomes. 


It therefore is too early to conclude that because 
President Coolidge is now vigorously opposed to 
any compromise, he will obstinately persist in veto- 
ing any bill which departs to any extent from the 
Mellon plan, even at the cost of depriving the 
country of any tax revision. On the contrary, there 
is every reason to believe that he will follow the 
sensible, practical course of fighting as hard as he 
can and with all of his resources for the results 
which the statesmanship of Andrew Mellon has 
demonstrated to be fundamental to the welfare of 
the country, and that if he is prevented by the 
political situation from winning that fight he will 
accept with a good grace the closest approximation 
to his objectives which can be achieved. The im- 
portant thing at the present time is therefore to look 
at the whole situation and endeavor to determine 
what kind of a tax bill probably will be passed by 
the House and by the Senate, after the Conference 
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Committee has done its work, and will be accepted 
by the President in preference to the alternative 
of depriving the country of any tax revision. 


Political Considerations 


The element of time is of more than ordinary 
importance. All discussions of tax revision con- 
template a law which will take effect as of January 
1, 1924, applying not to returns made after that 
date for the preceding year but to income received 
after that date and to transactions thereafter con- 
cluded. While the power of Congress to legislate 
back to that date is theoretically unlimited, it is 
very doubtful whether Congress will ever repeat 
the abuse of that power which it committed in 1919, 
when it legislated, in the Revenue Act of 1918, 
passed February 24, 1919, upon the legal effect and 
resulting tax liability of transactions concluded 
almost fourteen months before. But Congress will 
not only be anxious to act within the calendar 
year; it will be further accelerated by the approach 
of the party conventions and the presidential elec- 
tion. The importance of a revenue law to the econ- 
omic and industrial welfare of the country is no 
more than parallel, if it is not actually subordinate, 
in the Congressional mind to its importance as a 
political factor. The Republican party wishes to 
make its campaign this year very largely upon the 
strong popular appeal of an accomplished tax reduc- 
tion; the Democrats are no less anxious to point 
out to the public the defects in Republican legisla- 
tion of such general interest and the much greater 
superiority of the program for which the Democrats 
were working. The part which the administration 
and its opponents, whether within or without the 
Republican party, will be able to play in the legis- 
lative process will have a very direct and significant 
effect upon the political strength of the various 
factions in the convention, as well as of the parties 
in the election. Congress will therefore be more 
than anxious to dispose of the tax bill prior to the 
conventions in June, if that is at all possible, and 
in any event prior to the opening of the intensive 
campaign before the election. This is significant 
not only because it indicates that we will undoubt- 
edly have a new Federal revenue law within the next 
few months, but also because it suggests that there 
will be much less than the usual time for the dis- 
cussion of amendments and innovations. Not only 
will Congress be primarily interested, as it always 
is, in the outstanding features of rates, general 
exemptions, and taxable classes, which can be pre- 
sented to and understood by the voters, but it 
will lack the usual time for the consideration of 
changes in administrative provisions and the formu- 
lation of items of gross income, deductions, specific 
exemptions, definitions, etc. 


It is a great mistake to visualize the Mellon plan 
as a brief statement of proposed rate reductions, 
recommended corrections of a few recognized de- 
fects in the present statute to prevent undesirable 
evasions, unopposed improvements in the adminis- 
trative provisions, and complete abolition of the 
nuisance taxes, although this impression might per- 
haps be justified by the form in which the Mellon 
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plan has been printed in the newspapers. The plan 
contemplates a complete revision of the Federal 
Revenue Act upon all points where the existing 
law has been found by the Treasury Department 
to be imperfect, whether because it operates with 
injustice upon the taxpayer or results in unnecessary 
difficulty of administration. Printed as a re-enact- 
ment of the existing law, with eliminations and in- 
sertions indicated by different types, the bill makes 
a volume of 344 pages, or approximately 8,500 lines 
of type, including not only the Income Tax Law 
but covering also the estate tax, the tax on organi- 
zation dues, the taxes on beverages, cigars, and 
manufacturers of tobacco, stamp taxes, taxes on 
sales by manufacturers, including the so-called 
luxury taxes, the corporation capital stock tax, and 
miscellaneous special taxes upon occupations, use 
of boats, etc. Almost every page of this volume 
indicates some change in the existing law, of more 
or less importance, and a statement prepared to ex- 
plain the principal changes to the Ways and Means 
Committee covers 51 typewritten pages. 


Points of Revision 


The very first change is a new definition of the 
term “persons,” undoubtedly designed to extend 
to trusts and estates certain exemptions and obliga- 
tions otherwise not applicable to them. The very 
last change is the substitution of the word “enact- 
ment,” in lieu of the word “passage,” in the pro- 
vision fixing the effective date of the Act, which 
apparently makes no change in the operation or 
effect of the law, but which challenges inquiry since 
it must be presumed that it would not have been 
adopted without some definite purpose. As brought 
out by the published statement, the bill attempts 
to prevent the abuse of the privilege of deducting 
losses, by limiting the benefit of deductions for 
capital losses to the rate of 12% per cent which 
applies to capital gain. It also effectually removes 
the substantial inducements which have practically 
compelled a flood of corporate reorganizations for 
the sole purpose of Saving income taxes, by entirely 
revising the applicable statutory provisions so as to 
limit the exemptions to the specific transactions 
intended to be benefitted while at the same time 
removing certain unforseen limitations which pre- 
vented them from covering all transactions of the 
same character. Between these extremes, are hun- 
dreds of changes of all kinds, and of all degrees of 
importance, any one of which, however, almost nec- 
essarily involves the possibility of becoming of 
vital importance to some taxpayer in some par- 
ticular case. 


Probably most of the changes are highly desirable 
from the standpoint of the taxpayer, since the bill 
represents an earnest and an enlightened effort to 
remove arbitrary and accidental discriminations and 
deficiencies in the existing law. Many others, how- 
ever, contain possibilities of serious disadvantage 
to taxpayers. For one illustration, out of the pos- 
sible multitude, the bill contains an entirely new 
provision to the effect that any deduction or credit 
may be required by the Commissioner to be applied 
to a different period than that in which it is paid 
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or accrued, whenever this is in his opinion necessary 
in order clearly to reflect the income. If there is 
any sound reason why a deduction should be allo- 
cated to any given year, that reason should rest 
upon a logical and demonstrable basis of principle 
which it should be possible to fix by the statute 
To make the mere opinion of the Commissioner the 
final test upon a question which often involves sub- 
stantial rights of taxpayers involves the serious 
danger of depriving an unfairly treated taxpayer 
of ary practicable possibility of relief. Even more 
obvious is the conflict of opinion upon the repeal of 
the nuisance taxes, only a few of which are elimi- 
nated under the Mellon bill. Some of the most 
objectionable of these taxes, from the standpoint 
of the consumer or the industry upon which they are 
imposed, are productive of such a large amount of 
revenue that it appears impracticable to abandon 
them. This, of course, results in serious contro- 
versy between the different classes of persons who 
are directly burdened by these taxes and all of 
whom naturally feel that their particular tax should 
be one of the first to be removed. With reference to 
these taxes alone, several long articles might be 
written and the hearings before the Ways and 
Means Committee show that considerable evidence 
and lengthy statements have been submitted. It 
is thus evident that the Mellon plan is not a simple 
scheme which can be discussed in political meetings 
or voted on at the polls, but is a complicated and 
technical proposal for legislation involving a mul- 
titude of controverted issues. 


One significant feature of this kind is the pro- 
posed Board of Tax Appeals, to consist of not less 
than seven nor more than twenty-eight members 
to adjudicate controversies between taxpayers and 
tax assessing officers. There is no question that 
such a board would serve a most valuable purpose 
if it could be so constituted as to insure an impartial 
and unbiased determination upon tax questions. 
Taxpayers, however, are somewhat deterred in their 
support of this Board because of their well grounded 
fear that it, like the present Committee on Appeals, 
may be so closely allied to the assessing officials 
that it merely encourages taxpayers to waste time 
and money in prosecuting appeals which result in 
the same adverse determinations which they re- 
ceived in the first instance. Adding to this the 
reluctance of: Congress to create so many positions 
at $10,000 per annum without reserving political 
control over the appointment, makes the chances 
for the new board look rather slim. 


Taxpayers in the mass are of course primarily 
interested in and primarily affected by the general 
structure of a tax, including the rates and the basis 
of application. For example, the proposed differ- 
entia! or reduced rate upon earned income will affect 
almost every individual taxpayer and is therefore 
of universal interest. In any individual case, how- 
ever, the effect of such a provision may be inconse- 
quential as.compared with the operation of some 
special provision usually considered to be of little 
interest. For example, it may happen that a tax- 


payer who saves $3,000 because of a reduction in: 
the rate of tax may be required to pay a tax of 
$30,000 because some minor change in the law 
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renders taxable a transaction which would other- 
wise be exempt. For example, the Mellon bill 
proposes the abandonment of the present require- 
ment that property received in exchange for other 
property must have a fair market value which is 
readily realizable before taxable income or deduc- 
tible loss will arise, and to substitute a former rule 
that the existence of a fair market value, whether 
or not readily realizable, will require the determina- 
tion of taxable income in such a case. This old 
requirement was productive of endless controversy, 
arbitrary decisions, wide-spread dissatisfaction with 
the law and its administration, and numerous assess- 
ments of large amounts of tax, some of which have 
been held invalid by the courts and many of which 
have resulted in payments which never should have 
been made. Similarly, the Mellon bill proposes 
to deny the present recognition of the right of hus- 
band and wife living in the so-called “community 
property states” (California, Texas, Washington, 
Louisiana, Idaho, Nevada, Arizona and New Mex- 
ico), to divide the income from community property 
and (in some of the states named) the compensation 
for the personal services rendered by the husband, 
each reporting one-half of such income upon a sep- 
arate return, subject to a separate scale of surtax 
rates. It is not improbable that many taxpayers 
in those states will find their income taxes increased 
by this change in the law more than they are re- 
duced by the reduction of surtax rates. It is there- 
“ore a serious mistake to dispose of questions of this 
character with the general statement that they are 
matters of detail which are not of public interest. 


On the other hand, it is difficult for even a student 
of tax legislation to find out about all of the pro- 
posed changes of this character, much less to under- 
stand them or to foresee their possible effects. It 
is equally out of the question to educate Congress 
with respect to each of these items. At the same 
time, it is seriously objectionable to dispose of mat- 
ters of such substantial concern to large numbers 
of taxpayers merely by enacting into legislation the 
views of the administrative officers in the Treasury 
Department. While this offers a problem which is 
not easy of solution, there is no doubt that we 
could improve upon our present method of meeting 
it. If every substantial change in the revenue law 
could be represented by a separate bill in Congress 
which would be the subject of a separate public 
hearing at which the taxpayers and the administra- 
tion could present their opposing interests and 
views to the Committee, or, as would happen in by 
far the greater number of cases, could unite in urg- 
ing upon the Committee their common desire for 
the amendment of the law, the conclusion of the 
Committee would then furnish a reliable basis for 
action by Congress and the inherent importance of 
the bill should secure its enactment. One obstacle 
to such a procedure is that Congress is always under 
such pressure of time that only a bill of major im- 
portance, such as a complete revision of the entire 
revenue law, can be assured of any consideration 
whatever, much less of passage. There would also 
be a certain confusion resulting from the number 
of separate amendments to the law and possible 
conflicts in effective dates, inconsistencies in opera- 
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tion, etc. At any rate, it is certain that no such 
plan could be carried out at the present time and 
that we must at this time be satisfied with either 
a complete revision of the revenue law in a single 
bill, incorporating many vital changes which are 
not discussed and are only imperfectly understood 
together with a great number of urgently necessary 
improvements in the law, or a simple revision of 
rates with no attempt to improve upon any of the 
numerous recognized defects in other features of 
the present law. Unless the lack of time induces 
Congress to abandon its present program and con- 
centrate upon rate reduction alone, the complete 
revision will now be enacted, probably in almost 
exact agreement with the Mellon Bill as to details 
and feature other than rates. 


It is possible that the lack of time may induce 
Congress to abandon its present program and con- 
centrate upon rate reduction alone, or to cover in 
addition only some of the more conspicuous pro- 
posed changes, such as those relating to corporate 
reorganizations, capital losses and earned incomes. 
It seems more probable, however, that the lack of 
information and interest in Congress with respect 
to the other changes will make it possible for the 
administration to obtain the enactment of a com- 
plete restatement of the revenue law, probably in 
almost exact agreement with the Mellon bill. In 
spite of certain- objectionable features and the pos- 
sibilities for danger contained in other provisions, 
the net result will undoubtedly be a vastly improved 
Federal tax law. 


Opposing Tax Plans 


Unlike the Mellon plan, the programs submitted 
in opposition to the administration bill are simple 
and concrete. Representative Frear, speaking for 
the radical Republicans in both Houses, has an- 
nounced a program which contemplates, among 
other items: (1) no reduction of surtax rates, which 
now reach a maximum of 50 per cent; (2) the res- 
toration of an excess profits tax on corporations 
with a more drastic rate than was imposed at any 
time during the war period, 75 per cent upon the 
net income in excess of 20 per cent of the invested 
capital; (3) the imposition of a new tax upon the 
undistributed profits of corporations, with gradu- 
ated rates increasing with reference to the amount 
of profits earned in excess of distributions, regard- 
less of the volume of business or size of invested 
capital, reaching 20 per cent of the amount in excess 
of $200,000 added to surplus in any one year; and 
(4) an increase of 100 per cent in the Federal taxes 
on estates, which are generally accepted as already 
unduly burdensome and otherwise objectionable. 
The Democrats, according to the plan announced 
by Congressman Garner, agree with Mr. Frear that 
individual normal taxes should be reduced from 
4 and 8 per cent to 2 and 4 per cent, instead of to 
3 and 6 per cent as proposed by Secretary Mellon, 
and all factions agree that there should be a lower 
tax upon earned incomes, although the Democrats 
think that the differential should be 3314 per cent, 
rather than the 25 per cent proposed by the admin- 
istration. The Democrats would also increase the 
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exemptions from normal tax, making them $2,000 
for unmarried persons and $3,000 for married per- 
sons, in place of the present $1,000 and $2,000 or 
$2,500, respectively. The political sagacity of the 
Democrats is fully revealed, however, only by their 
program for reducing the surtax rates. Safely 
between the maximum of 50 per cent, which Repre- 
sentative Frear and Senator Couzens contend is 
proper, and the 25 per cent maximum proposed by 
the administration, is the 44 per cent’ maximum 
advocated by the Democratic plan. If the Repub- 
licans get together upon the 50-50 compromise 
which is not improbable, adopting a 37Y% per cent or 
even a 35 per cent maximum, and much more clearly 
if the apparently inevitable compromise should 
adopt the more probable 40 per cent maximum, the 
Democrats can properly point out to the voters that 
the resulting law more nearly conforms to the 
Democratic program than to any other, and there- 
fore must presumably be the result of the Demo- 
cratic activity on behalf of the people. 


Notwithstanding the pressure of time and the 
present divergence of views which must be recon- 
ciled or surmounted, there is probably not much 
doubt that we will have a new revenue law within 
the next few months. In that event, there is no 
doubt that we will have a substantial reduction in 
the tax burden. Without regard to the possibility 
or probability of legislation for a soldiers’ bonus, 
tax reduction seems to be feasible in view of the 
prospective budget surplus and seems to be in- 
evitable in view of the insistent popular sentiment 
and the urgent political necessities. Only the nature 
and extent of the relief are seriously uncertain. 


Compromise Rates Expected 


While it is argued that the Mellon bill does not 
adequately relieve the taxpayer of small income, 
it can be demonstrated that the proposed reduction 
in the normal tax rate, from 8 per cent and 4 per 
cent to 6 per cent and 3 per cent, together with the 
proposed credit or rebate of 25 per cent of the tax 
upon earned incomes, will result in a substantial 
saving to the persons of small means (and numerous 
votes), whom the Democrats and the radical Repub- 
licans are so solicitous to serve more conspicuously. 
Only the radical Republicans would oppose any 
reduction at all in surtax rates and, notwithstanding 
the popular delusions about “soaking the rich” 
with these high taxes which the rich are learning 
more and more how to escape, the case against the 
high surtaxes is so very strong that it will be sur- 
prising if the administration is not successful in 
winning from Congress a schedule substantially 
lower than that of the Democrats, with its 44 per 
cent maximum. On the other hand, to add to the 
absence of a working majority, the administration 
supporters in Congress are themselves sufficiently 
divided and uncertain upon the question of surtax 
rates to make it most improbable that the admin- 
istration will attain its present goal of a 25 per cent 
maximum. A 40 per cent or 35 per cent, or pos- 
sibly a 32 per cent maximum, appears to be much 
more within the probabilities and, for the reasons 
given above, there is no reason to expect the Presi- 
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dent to veto such a bill, much as he would prefer 
the 25 per cent maximum. Since all members of 
Congress are highly susceptible to the vote-getting 
possibilities, it is not unlikely that the personal 
exemptions will be somewhat increased, although 
this is generally recognized to be unsound upon 
principle, and that the normal tax will be reduced 
to one-half of the present rates, rather than to three- 
quarters of such rates as advocated by Mr. Mellon. 
It may be noticed that all of the plans now under 
consideration give the greatest proportionate relief 
to the taxpayers of the smaller or larger incomes, 
giving relatively little consideration to the tax- 
payers whose incomes range from $20,000 to $50,000 
and are not to any great extent earned incomes. 
Notwithstanding the large proportion of the aggre- 
gate tax which is contributed by persons within this 
group, the relatively small number of votes which 
they represent and their lack of a conspicuous 
statistical position make it appear probable that 
they will secure only such rate reductions as follow 
from the application of the new schedule produced 
by the conflict between the partisans of the great 
and the small. 


Not only do the radicals have very little prospects 
of winning the support of Congress for their intol- 
erable excess profits tax, their ridiculous tax on 
undistributed profits, and their confiscatory tax 
upon inheritances, but the objections to these taxes 
are so fundamental and far-reaching that the Presi- 
dent would undoubtedly veto any bill which even 
approached the radical program in any one of these 
taxes. The desire for some sort of a tax upon 
gifts, either in the nature of an income tax or an 
estate tax, is frequently expressed in various quar- 
ters and if the difficult problems involved in the 
administration of such a tax can be successfully 
avoided, it is not unlikely that some such imposi- 
tion may be attempted. 


We may therefore conclude that notwithstanding 
the three-cornered legislative situation, Congress 
will probably agree upon a revenue bill, which will 
be approved by the President and will become law 
within the next few months. It will substantially 
re-enact the present Federal revenue law, but with 
a large number of revisions of all kinds, including 
undoubtedly the provisions designed to prevent the 
escape of taxation through corporate reorganiza- 
tions and through deductions for capital losses. 
There will undoubtedly be some reduction in the 
income tax rates, particularly in the normal tax 
rates which apply to all taxpayers and in the very 
highest surtax rates. A constitutional amendment, 
preventing tax exemptions with respect to any secu- 
rities issued after its adoption, is also likely to be 
adopted by Congress but of course will not become 
law for a long time thereafter, since it must be 
ratified by the States. There seems to be no sub- 
stantial basis for anticipating the extremely high 
excess profits tax, tax on undistributed profits, and 
estate tax threatened by the radicals, although a 
tax on gifts is not improbable. Practically all of 


the administration’s proposals for changes in the. 


less widely understood provisions will become law, 
(Continued on page 58) 
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The Mellon Tax Draft Compared 
With Existing Law 


HILE the tax rates as fixed by the Mellon 

tax revision proposals are almost certain not 
to be enacted into law, present indications are that 
major alterations and additions otherwise are not 
likely to be extensive. 

Comparison of the existing law with the proposed 
bill in respect of features other than tax rates may 
therefore be of more than transitory interest. Even 
where no new principles are introduced into the 
new draft, the text frequently varies, as an effort 
has been made to eliminate existing obscurities in 
the statute and to incorporate the effect of court 
decisions and approved departmental interpreta- 
tions of the law made to date. To point out in 
detail all the variations would, consequently, re- 
quire lengthy treatment. Presentation’ will be 
made only of the instances where there are material 
departures from the elements of the Act of 1921, 
as amended. 

The first commendable change, in the order that 
the Sections of the tentative bill are presented, is 
that which gives a new definition of the term “tax- 
ule vear” so that returns involuntarily made for 
a fractional part of a year do not have to put on 
an annual basis. This would put into statutory 
effect the interpretation of a taxable year as made 
by the United States Circuit Court of Appeals in 
Bankers Trust Company v. Bowers, with respect 
to returns of decedents and estates under the Act 
of 1921. Elsewhere in this issue announcement 
is made of the intention of the Internal Revenue 
Department to abide by the Court’s decision in the 
case. 

In the case of distributions by corporations, the 
presumption is, according to the new draft, that 
every distribution is out of earnings and profits, 
as far as such profits exist, whether accumulated 
prior or subsequent to March 1, 1913. Distributions 
out of earnings accumulated prior to March 1, 1913, 
are applied against the basis of the stock not only 
in determining loss upon subsequent sale, as under 
the existing law, but also in determining gain from 
such a transaction. Liquidating dividends are 
treated as a sale of the stock, with the result that 
the gain to the taxpayer is treated not as a dividend 
subject only to the surtax but as a gain from the 
sale of property which may be treated as a capital 
gain. Amounts distributed in partial liquidation of 
a corporation shall not, according to Section 201 (c) 
of the proposed draft, to the extent that they are 
properly chargeable to capital account, be treated 
as distributions of earnings and profits for the pur- 
pose of determining the taxability of subsequent 
distributions by the corporation. 


1 This treatise is largely a digest made from a manuscript 
by Mr. A. W. Gregg of Washington, D. C., entitled, “Statement 
of Changes Made in the Revenue Act of 1921 by the Treasury 
Draft and the Reasons Therefor.” Mr. Gregg had a leading 
part in the actual drafting of the tentative bill as submitted 
to the Ways and Means Committee by Secretary Mellon. 


“The effect of this provision is best shown by 
an example: Corporation A has on hand $100,000 
of capital, represented by $50,000 of common stock 
and $50,000 of preferred ‘stock. It has earnings and 
profits accumulated prior to March 1, 1913, of $25,- 
000, and those accumulated subsequent to March 1, 
1913, of $50,000. It retires its preferred stock at 
par using $50,000 for that purpose. It then dis- 
tributes a cash dividend of $25,000. * * * The 
provisions of the proposed draft make it clear that 
the distribution of the $50,000 in retirement of 
the preferred stock constitutes a capital transaction 
and does not affect earnings and profits of the 
corporation on hand for subsequent distribution.” 


Taxability of Stock Dividends 


In limitation of the circumstances under which 
stock dividends are nontaxable, provision is made 
that to the extent that a stock distribution repre- 
sents a distribution of earnings or profits accumu- 
lated after February 28, 1913, it shall be treated as 
a taxable dividend where a corporation first redeems 
a portion of its stock and then declares a stock 
dividend, as well as in the case, provided for in the 
Act of 1921, in which the corporation first declares 
the stock dividend and then redeems a portion of 
its stock. 


There is no provision of the existing law which 
corresponds to Section 202 of the proposed bill. It 
explains in detail the method of computing gain or 
loss from the sale or other disposition of property. 
It embodies substantially the same principles as are 
set out in Regulations 62 as modified by later rulings 
and court decisions. 


Division (c) of the same section, if enacted would 
be a new statutory feature, but the rule laid down 
therein is the same as the construction placed upon 
the existing law by the Treasury Department. “It 
provides that in computing gain or loss from the 
sale or other disposition of property, the cost or 
other basis of the property (and in the appropriate 
case the fair market value as of March 1, 1913) 
shall be increased by the cost of capital improve- 
ments and betterments made to the property since 
acquisition and decreased by the depreciation and 
similar deductions allowable with respect to the 
property. In case the property was acquired prior 
to March 1, 1913, and it is necessary under the 
Supreme Court decisions in the case of Goodrich v. 
Edwards and Brewster v. Walsh, to compare the 
sale price with both the cost and fair market value 
of the property as of March 1, 1913, provision is 
made in the subdivision, in accordance with the 
existing practice of the Treasury Department, for 
the decrease of the cost of the property by the de- 
preciation actually sustained prior to March 1, 1913, 
as well as for depreciation properly allowable since 
that date. In comparing the sale price with the 
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fair market value of the property as of March 1, 
1913, adjustment is made only for the depreciation 
properly allowable since that date.” 


Express provision is made that where income is 
realized in the form of property, the measure of the 
income is the fair market value of the property at 
the date of its receipt. 


In Section 203 of the proposed draft are set out 
specifically those cases of exchanges in which it 
is not desired to tax the gain or allow the loss. 
This section generally upholds the present ruling 
principles under the 1921 Act but some new pro- 
visions not in the existing law are added. 


“No gain or loss is recognized if a corporation, 
a party to a reorganization, exchanges property for 
stock or securities in another corporation, a party 
to the reorganization. * * * This paragraph 
embodies the construction placed by the Treasury 
Department upon the existing law.” 


Sales to a Corporation 


If a person sells property for cash to a corporation 
of which he had control, no gain or loss is recog- 
nized under the 1921 Act. In the administration bill 
the exchange is exempt only if the consideration 
received for the property consists of stock or securi- 
ties in the corporation to which the property is 
transferred. 


“Under the present law, in the case of an involun- 
tary conversion, exemption is not granted the pro- 
ceeds if the property is replaced in kind by the 
insurance company. The proposed draft exempts 
the gain from an involuntary conversion whether 
the replacement is made by the taxpayer or by the 
insurance company.” 


There would be no tax liability to the distributee 
if, in pursuance of a plan of reorganization, there is 
distributed to a stockholder in a corporation which 
is a party to a reorganization, stock or securities 
in such corporation or in another corporation, a 
party to the reorganization, or in both, without the 
surrender by such stockholder of stock or securities 
in such a corporation. 


Another new provision in this section is that any 
amount distributed by a corporation in connection 
with a reorganization which has the effect of a 
taxable dividend shall be taxed as a dividend. 


There is no provision of the existing law which 
corresponds to the clause which provides that if a 
corporation, in connection with a reorganization, 
transfers its assets to another corporation, a party 
to the reorganization, for stock and securities of the 
same corporation and cash, then no gain or loss to 
the transferor is recognized, if it distributes the 
cash to its stockholders. But if the selling corpora- 
tion fails to distribute the cash to its stockholders 
then the gain or loss is to be recognized. 


“A corporation in connection with a reorganiza- 
tion may dispose of its assets in one of three ways: 
it may transfer them to a new corporation in ex- 
change for stock or cash; it may transfer them to 
the new corporation, the consideration being the 
payment by the new corporation of stock or cash 
to the stockholder of the old corporation, or the 
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new corporation may buy, with its stock and cash, 
from the stockholders of the old corporation their 
stock, and then liquidate the old corporation. If a 
corporation adopts the first method, its gain from 
the sale could be taxed. If it adopts the second 
method, the gain could probably be taxed on the 
theory of constructive receipt by the selling cor- 
poration. If it adopts the third method, there is 
no theory on which any gain to the old corporation 
could be taxed. As a result of the considerations, 
subdivision (e) has been so drafted that the tax 
liability on the selling corporation is the same no 
matter what one of the three methods set out 
above is adopted.” 


Subdivision (g) of Section 203 provides that a 
distribution by a corporation in connection with 
a reorganization of stock or securities in another 
corporation, a party to the reorganization, shall not 
be considered a distribution of earnings and profits 
for the purpose of determining the taxability of 
subsequent distributions by the corporation. 


The definition of a reorganization has been 
revised to include within its terms the case of a 


transfer by a corporation of all or a part of its. 


assets to another corporation if immediately after 
the transfer the transferor or its stockholders, or 
both, are in control of the corporation to which the 
assets are transferred. 


The greater part of Section 204 corresponds in 
principle with Section 202 of the existing law. There 
are, however, several new provisions. 


Where in connection with a reorganization, assets 
are transferred from one corporation to another, 
and an interest or control in the assets so trans- 
ferred of 80 per cent or more remains in the same 
persons. the assets so transferred shall retain the 
same ' asis for determining the gain or loss, depre- 
ciat’. a, etc., as they had in the hands of the old 
corporation. 

Another new feature contained in this section is 
the provision that where a taxpayer transfers assets 
to a corporation in exchange for stock of the cor- 
poration in such a manner that no gain or loss is 
recognized to the taxpayer, the basis of the assets 
in the hands of the corporation shall be the same 
as it would be in the hands of the transferor for 
determining gain or loss on subsequent sale, depre- 
ciation, obsolescence, etc. 


There is no provision of the existing law corres- 
ponding to paragraph (8) which is to the effect that 
if property consists of stock or securities distributed 
to a taxpayer after December 31, 1923, in pursuance 
of a plan of reorganization, whether the stock be 
of the parent organization or of some other ‘cor- 
poration or both, without the surrender by the 
distributee of stock or securities in such corporation, 
the basis in the case of stock in respect of which 
the distribution was made shall be apportioned 
under rules and regulations prescribed by the Com- 
missioner, with the approval of the Secretary, be- 
tween the original stock held and the stock or 
securities distributed. 


Subdivision (b) of the same section does not cor- 
respond to any provision of the existing law, but is 
the same as the interpretation placed by the Depart- 
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ment upon the statute now in force. It provides 
that the basis of computing depreciation and deple- 
tion shall be the same as the basis of computing 
gain or loss from the sale of property. . 


Discovery depletion is limited to 50 per cent of 
the operating profit upon which the discovery is 
made. “Experience in administrating the law has 
shown that the limit imposed by the existing law is 
not a sufficient limitation.” 


The definition of “net loss” is slightly modified. 
It is provided that not only losses but all other ex- 
penses not connected with a trade or business are 
allowable as deductions in determining net loss 
only to the extent of the gross income not derived 
from trade or business. Furthermore, it is stipu- 
lated that in determining net loss, capital losses 
shall be deductible only to the extent of the capital 
gains. The draft does not provide, as does the 
existing law, for the addition to gross income before 
computing a net loss of the amount of dividends 
received by a corporation free from tax. There is 
also a modification decreasing the amount of the 
tax-exempt income required by the existing law 
to be included in computing “net loss” by the pro- 
portion of the tax-exempt income which under the 
provisions of another section of the draft has already 
resulted in the disallowance of certain deductions. 


The benefits of the net loss section are not, under 
the proposed bill, granted to the beneficiaries of an 
estate or trust. 

The tax on capital gains remains at 12% per 
cent, but the definition of capital net gain is changed 
so that the tax in cases where there is a deficit in 
ordinary income will be 12% per cent of an amount 
determined by subtracting from the capital net gain 
the amount of the deficiency in ordinary net income. 
The provision of section 206 (b) of the Act of 1921 
that the tax under the capital gain section in no 
case shall be less than 12% per cent of the net in- 
come is omitted. 


Section 208 (c) of the tentative bill provides that 
the amount by which the tax may be reduced on 
account of a capital loss shall not exceed 12% per 
cent of the capital loss. 


Earned income in section 209 (a) is defined as 
wages, salaries, and professional fees. The reduced 
tax on earned income would be accomplished by a 
credit to the tax of 25 per cent of an amount “which 
bears the same relation to the total amount ofthe 
tax as the amount of the earned net income bears 
to the total amount of the net income; but in no 
case shall the credit allowed under this subdivision 
exceed 25 per cent of the amount of the tax.” Where 
a capital net gain or a capital net loss is involved, 
provision is made that the earned income credit 
shall be 25 per cent of an amount which bears the 
same proportion to the tax as the earned net income 
bears to the ordinary income. 

In the definition of gross income, a new provision 
is inserted to require that in those states where the 
community property system is still in force, the 
community income shall be taxed to the spouse 
having control of the community property. The 
purpose of this clause is to place residents of the 
community property ‘states on the same basis for 
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purpose of taxation as the residents of the other 
states. 

The advantage of'tax-exempt securities is reduced 
somewhat by Section 214 (c) which limits the de- 
duction of interest paid on indebtedness and the 
losses of a nonbusiness character to the extent that 
the sum of these two items exceeds the wholly tax- 
exempt interest. 


Restriction on Trusts 


Evasion of taxes by the creation of trusts is de- 
signed to be curbed by the paragraph of Section 
219 which makes the income of revocable trusts 
taxable to the grantor. 

Another subdivision of the same section would 
prevent loss of revenue to the Government, effected 
by the creation of trusts where the income may be 
distributed to the grantor or may be used for the 
payment of premiums upon policies of life insurance 
payable to the grantor, by making the income of 
such trusts taxable to the grantor. 

Though Section 220 of the existing law has not 
been enforced against the practice of deferring divi- 
dends to escape the surtax, it is retained in the 
proposed draft of a new law, which has been re- 
enforced so as to make the 25 per cent penalty 
applicable against holding companies which fail to 
distribute their gains and profits. Some other minor 
changes are made. 

The provisions of the 1921 and previous acts 
relative to a return for a fractional part of a year 
have been confusing. In the new draft, the language 
is simplified by requiring only that in all cases of 
a separate return for a fractional part of a year, 
the income shall be computed on the basis of the 
period for which the return is made. The placing 
of returns for a fractional part of a year on an 
annual basis is required only in cases where a 
return for a fractional part of a year is made in 
changing from a fiscal year to a calendar year ac- 
counting basis, or vice versa. 

In the proposed bill is incorporated by Section 
227 the requirement that the Commissioner grant 
a reasonable extension of time for the filing of 
returns. 

To prevent confusion where members of a part- 
nership or beneficiaries of a trust live in a different 
revenue district from the address of the partnership 
or the fiduciary, as the case may be, the draft pro- 
vides that all returns made by partnerships and 
fiduciaries shall be made to the Commissioner re- 
gardless of the legal residence or place of business 
of the person making the return. 

Comparative consideration of the proposed bill 
applying to administration of the income tax will 
be made in a succeeding issue. 

Among the changes which have been made by the 
Ways and Means Committee, is a restoration of a 
provision of the present law requiring corporations 
in extending net losses for one year over two sub- 
sequent years to offset these losses by whatever 
dividends may be received from other corporations. 
In the Treasury bill it was proposed to allow net 
losses to be extended over subsequent years with- 
out this requirement. 





Income Exempted From the Federal 
Income ‘Tax 


By Eric G. LEANDER 


This is the fifth of a series of articles covering in general the com- 
putation of taxable income under the Revenue Act of 1921. 


HE Federal income tax is levied upon net 

income, as defined in the statute, which is de- 

termined by subtracting from “gross income,” 
another statutory term, certain allowable deduc- 
‘tions. It has, accordingly, been found necessary to 
distinguish between income in the general sense, 
“gross income” and “net income.” 

Income (the generic word) has been defined in 
Eisner v. Macomber as a gain derived from capital, 
from labor, or from both combined, provided it be 
understood to include profit gained through sale or 
conversion of capital assets. In the same case, the 
Supreme Court held that stock dividends were not 
a realization of income. In another decision, Walsh 
v. Brewster, it was confirmed that appreciation in 
value of capital assets when realized by sale is 
income. . These examples illustrate how vague ideas 
of income have been established by law into more 
or less definite concepts. 

“Gross income” is a determinant for another pur- 
pose than that of arriving at taxable net income for 
under the Act of 1921, it is required that every 
individual and every married couple having a gross 
income, as defined in the statute, during a taxable 
year of $5,000 or over must file a return, regardless 
of the amount of “net income.” 

It has been asserted that taxpayers with large 
incomes are chiefly interested in the various classes 
of wholly or partially exempt income, while tax- 
payers whose incomes are less than $5,000 are pri- 
marily concerned with specific exemptions. Insofar 
as that is true, Section 213 must be a favorite with 
the more affluent citizen for therein is incorporated 
the basis for most of the exemptions granted. 


Gross Income Inclusions 


Gross income includes in general compensation 
for personal and professional services, business in- 
come, profits from sales of and dealings in property, 
interest, rent, dividends, and gains, profits, and in- 
come derived from any source whatever, unless 
exempt from tax by law. * * (Art. 31). Tax- 
free income should not be included in the return 
of income, and need not be mentioned therein. 

Consideration will hereinafter be briefly given to 
the nature and extent of the specific exclusions of 
income from the definition of gross income as made 
in Section 213 (b) of the 1921 Act. 

(1) The proceeds of all life insurance to whom- 
soever paid upon the death of the insured is ex- 
cluded. 

A number of interesting interpretations have been 
made in Department decisions as to what con- 
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stitutes proceeds of life insurance. Where a bene- 
ficiary voluntarily left the amount of a policy in the 
hands of an insurance company to draw interest, 
the principal to be paid to the beneficiary’s legal 
representative upon her death, it was held that 
the proceeds were in effect loaned to the company 
and the interest received on the principal of the 
policy was held taxable. However, in another case 
where the option was not with the beneficiary, but 
where by the terms of the policy it was provided 
that the widow was to receive interest upon the 
face of the policy together with dividends appor- 
tioned to the policy, the annual payments received 


by the widow were not taxable income. (C. B. 3, 
O. D. 612.) 


Receipts both taxable and nontaxable resulted 
from the terms made by the insured wherein it 
was provided that the principal of the policy was 
to be held by a trustee for the benefit of the widow 
during her life and upon her death for the benefit 
of the son until he reached the age of 30 years. 
During the lifetime of the widow and in respect of 
the son from the time of his mother’s death until he 
reached the age of 30 years, the principal was not 
to be drawn upon unless the interest therefrom for 
the period of a year fell below 4¥% per cent and then 
only to the extent necessary to make up the interest 
deficiency. The Department held (C. B. 5 O. D. 
1010) that the interest received by the widow dur- 
ing her life or by the son prior to reaching the age 
of 30, was exempt from tax so long as the income 
was not less than 4% per cent. If the interest in- 
come at any time fell below 4¥ per cent, the interest 
income would be taxable to the beneficiary, regard- 
less of whether any of the principal is withdrawn. 
As the son was given the right to withdraw the 
principal when he became 30 years of age, after the 
death of the widow, all amounts of yearly income 
received by him would be taxable. 


(2) During the life of an insured, only so much of 
the amount received under life, endowment, or 
annuity contracts, as represents a return, without 


interest, of premiums paid by him is excluded from 
his gross income. 


(3) Whether he be alive or dead, the amounts 
received by an insured, or his estate or other bene- 
ficiaries, through accident or health insurance or 
under workmen’s compensation acts as compensa- 
tion for personal injuries or sickness are excluded 
from gross income of the insured, his estate or other 
beneficiaries. Any damages recovered by suit or 
agreement on account of such injuries or sickness 
are similarly excluded from the gross income of 
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the individual injured or sick, if living, or of his 
estate or other beneficiaries entitled to receive such 
damages if dead. (Art. 72.) 


(4) Money and real or personal property received 
as gifts, or received under a will or under statutes of 
descent and distribution, are exempt from tax, al- 
though the income therefrom derived from invest- 
ment, sale or otherwise is not. An amount of 
principal paid under a marriage settlement is a gift. 
Neither alimony nor an allowance based on a sep- 
aration agreement is taxable income. (Art. 73.) 


In so far as a gift comes within the construction 
of the Department, there can be no doubt about its 
status as not being included in “gross income.” 
A gift has been defined as a voluntary transfer of 
property by one to another without consideration 
or compensation therefore. If there is a considera- 
tion, it is not a gift. (Comm. Rec. 2516, C. B. 2, 
p. 65.) In case of bequests, the element of considera- 
tion does not enter. Where transactions, alleged to 
have been gifts, have been found taxable, the deci- 
sions have generally come about through the finding 
that a valuable or economic consideration was in- 
volved. As an illustration, where a group of busi- 
ness men conveyed a tract of land to a manufactur- 
ing company upon agreement of the company to 
locate upon the donated property, the transfer was 
held not to be a gift since the location of the factory 
was viewed as a consideration for the transfer of 
title to the land. (Comm. Rec. 3373.) 


The Department has met with a difficult problem 
in establishment of a clear distinction between gifts 
and disbursements made in the form of Christmas 
gifts, bonuses, “profit sharing” distributions and 
various other forms of additional compensation. 

This phase of the subject of gifts can only be 
touched upon. It suggests, however, that receipts 
of money or other assets may be received as gifts, 
which, under the application of the income tax 
are not gifts and should be included as gross income. 
Certainly if the donor deducts as an expense an 
item made ostensibly as a gift, it is not a gift to 
the recipient. 

A rule with respect to colorable gifts has been 
made by the Department to the effect that where 
it appears that the owner of property has purported 
to transfer it without consideration to a member 
of the family or to some other person in confidential 
relations with the taxpayer and thereafter a profit- 
able sale of the asset has occurred, such a transac- 
tion constitutes prima facie evidence that the pur- 
ported gift is merely colorable and the so-called 
gift will be ignored in calculating the tax. A trans- 
action of the kind may give rise to a charge of fraud. 
(Sol. Mem. 1022, C. B. I. p. 83.) 

(5) Interest excluded from gross income is de- 
fined by Section 213 (b) (4) as follows: 

“Interest upon (a) the obligations of a State, 
Territory, or any political subdivision thereof, or 
the District of Columbia; or (b) securities issued 
under the provisions of the Federal Farm Loan Act 
of July 17, 1916; or (c) the obligations of the 
United States or its possessions; or (d) bonds issued 
by the War Finance Corporation. In the case of 
obligations of the United States issued after Sep- 
tember 1, 1917 (other than postal savings certifi- 
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cates of deposit), and in the case of bonds issued 
by the War Finance Corporation, the interest shall 
be exempt only if and to the extent provided in the 
respective Acts authorizing the issue thereof, as 
amended and supplemented, and shall be excluded 
from gross income only if and to the extent it is 
wholly exempt to the taxpayer from income, war 
profits, and excess-profits taxes.” 

Interest on promissory notes secured by first 
mortgages or from farm loan bonds or debentures 
which are issued by Federal land banks, Federal 
intermediate credit banks, and national farm loan 
associations is tax-exempt and not to be included 
in gross income. Dividends on stock of the institu- 
tions mentioned are also tax-exempt. 


The Totally Exempt Bonds 


The other totally exempt securities are state and 
municipal bonds, United States securities issued 
prior to September 1, 1917, and Victory Loan 3% 
convertible gold notes, postal saving certificates of 
deposit, and obligations of possessions of the United 
States. Interest from any such issues need not 
be included in “gross income.” Income from the 
other Liberty loan issues, excepting Victory 4% 
notes, are taxable for surtax in the degree as indi- 
cated below, and must to that extent be included in 
gross income. Income from Victory 434 notes is 
not limited as to liability to surtax. 


Period January 1, 1921, to July 2, 1923: 


$ 5,000 in the aggregate of First 4s, First 4%s, 
First-Second 4%s, Second 4s and 4%s, 
Third 4%s, Fourth 4%s, Treasury Certifi- 
cates of Indebtedness and Treasury (War) 
Savings Certificates. 


125,000 in the aggregate of First 4s, First 44s, 
First-Second 4%s, Second 4s and 4s, 
Third 4%s, and Fourth 4s. 


$130,000 

30,000 Plus the specific exemption allowed only 
————- against holdings of First-Second 4s. 
$160,000 Total possible exemption for this period. 


Period July 3, 1923, to July 2, 1926: 


$ 5,000 in the aggregate of First 4s, First 4%s, 
First-Second 4%4s, Second 4s and 4s, 
Third 4%s, Fourth 4%s, Treasury Certifi- 
cates of Indebtedness and Treasury (War) 
Savings Certificates. 


50,000 in the aggregate of First 4s, First 4%s, 
First-Second 4%4s, Second 4s and 4%s, 
Third 4%4s, and Fourth 44s. 


$55,000 Total possible exemption for this period. 


Interest received from the United States on a 
refund of Federal estate taxes was held not to be in- 
terest upon an obligation of the United States as de- 
fined by Section 213 (4). (1. T. 1748.) Other obliga- 
tions held not to be exempt and which therefore 
must be included in gross income have been: bonds 
issued by agricultural and horticultural societies, 
under authority of section 7852, compiled laws of 
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Michigan (Off. Dec. 983); obligations of quasi-pub- 
lic agricultural corporations organized under Chap- 
ter 152 of the Montana laws (I. T. 1194) ; certificates 
of sale issued by the county treasurer of counties 
of Wisconsin to purchasers of land sold for the non- 
payment of taxes (O. D. 327); bonds of Santo 
Domingo issued while that country was under tem- 
porary military occupation by the United States 
(Off. Dec. 420); bonds of a domestic corporation 
operating exclusively in a possession of the United 
States, the interest of which but not the principal 
of which is guaranteed by the government of the 
possession (I. T. 1228); loans by banks to sub- 
_scribers for Liberty Bonds (Off. Dec. 16); certifi- 
cates of indebtedness issued by the Director General 
of Railroads (Off. Dec. 206); interest paid by a 


joint stock land bank upon its promissory notes 
(1. T. 1806). 


Income from Building and Loan Associations 


(6) Payments in dividends or interest received 
from domestic building and loan associations which 
operate exclusively for the purpose of making loans 
to members are tax-exempt and are not to be in- 
cluded as “gross income,” unless the amount re- 
ceived in interest or dividends, or both, exceeds 
$300. Dividends from building and loan associa- 
tions which do not operate exclusively for the pur- 
pose of making loans to such members are exempt 
from normal tax under Section 216 (a). Interest 
from such associations is taxable and must be in- 
cluded as “gross income.” 


In order to show that dividends or interest re- 
ceived from a building and loan association is 
exempt to the extent of $300, the taxpayer should 
secure from an office of the association a statement 
that it is operated exclusively for the purpose of 
making loans to members. * * * It was also 
held that dividends received from a building and 
loan association of the specified kind in excess of 
$300 may be credited against net income for the 
purpose of normal tax as in the case of dividends 
received from any other corporation, but that inter- 
est received from such an association in excess of 
$300 is subject to both normal tax and surtax. (Mim. 
3057-II-1-C. B. 73.) 

While there is no express provision of the law 
exempting Federal or state officers or employees, 
judicial interpretation of the scope of the taxing 
power of the United States has excluded salaries 
of state officers and employees from Federal taxes 
and it has been held that the salaries of the Presi- 
dent and Federal judges are not taxable. (Evans 
v. Gore; Graham v. Mills.) 


A restricted meaning has been placed by the 
department on what constitutes being an officer or 
an employee of a state, municipality or other sub- 
division. The compensation of employees of a 


street railway, owned and operated by a municipal- 
ity, is taxable income. The operation of a railroad 
was not considered an instrumentality of the city 
in the discharge of its ordinary functions as a gov- 
ernment (Sol. Op. 152). Pilots, licensed and regu- 
lated under state statute are not state employees 
(Comm. Rec. 933); where a partnership of en- 
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gineers had a contract to act as consulting and 
supervising engineers in connection with a drainage 
district of a state but at the same time accepted 
business from the public in general, their income 
from the state was not tax-exempt. (Off. Dec. 524.) 

The general rule is stated in Article 88 as follows: 

“Compensation received for services rendered to a 
state or political subdivision thereof is included in 
gross income unless the person receives such com- 
pensation as an officer or employee of a state or 
political subdivision. An officer is a person who 
occupies a position in the service of the state or 
political subdivision, the tenure of which is con- 
tinuous and not temporary and the duties of which 
are established by law or regulations and not by 
agreement. An employee is one whose duties con- 
sist in the rendition of prescribed services and not 
the accomplishment of specific objects, and whose 
services are continuous, not occasional or tem- 
porary.” 

Little difficulty in interpretation has been given 
in other forms of tax-exempt income to be excluded 
by the statute from gross income, enumerated 
therein as follows: 

(a) Amounts received as compensation, family 
allotments and allowances under the provisions of 
the War Risk Insurance and the Vocational Re- 
habilitation Acts, or as pensions from the United 
States for service of the beneficiary or another in 
the military or naval forces of the United States 
in time of war. 

(b) The rental value of a dwelling house and 
appurtenances thereof furnished to a minister of 
the gospel as part of his compensation. 

(c) Receipts of shipowners’ mutual protection 
and indemnity associations, not organized for profit, 
and no part of the net earnings of which inures to 
the benefit of any private stockholder or member. 
Such corporations, however, shall be subject as 
other taxpayers to the tax upon their net income 
from interest, dividends, and rents. 

(d) Any tax paid by a corporation pursuant to 
a tax-free covenant clause need not be included in 
the gross. income of the bondholder. 

(e) So much of the income of a nonresident alien 
or foreign corporation as consists exclusively of 
earnings derived from the operation of a ship or 
ships documented under the laws of a foreign coun- 
try which grants an equivalent exemption to citi- 
zens of the United States and corporations organ- 
ized in the United States. 

(f) In the case of a nonresident alien individual, 
gross income means only the gross income from 
sources within the United States, determined under 
the provisions of Section 217 of the Act. 


Debt and Revenue 


According to recent census figures, the total gross 
debt of the national government, the states and all 
political subdivisions of states in 1922 amounted to 
about $32,786,000,000, or a per capita gross debt of 
$301.36. Total revenues for the same year were 
about $7,433,000,000, or an average of $68.37 for each 
person. Of these revenues about $4,228,000,000, or 
$38.90 per capita, were collected by the states and 
their subdivisions. 
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of returns for decedents and estates made 

under the Act of 1921 as a result of the ap- 
parent intention of the Treasury Department to 
abide by a decision of the United States Circuit 
Court of Appeals in the case of Bankers Trust Co. 
v. Bowers. 

In this case the Court held that a return which 
is filed by a decedent or for his estate upon the 
death of a taxpayer is a return for the full year and 
not a return for a fractional part of a year, even 
though income was only received during a portion 
of the year covered. Accordingly, exemptions and 
credits may be taken as for a full year. 

The rule heretofore prescribed by the Depart- 
ment, instead of imposing a tax in proportion to 
what the taxpayer would have had to pay had he 
lived the full year, often imposed a relatively large 
tax where income such as interest, dividends, or 
gain from sale of property, in an amount wholly 
disproportionate to the period covered, was re- 
ceived by a taxpayer who lived only a few days or 
weeks of the taxable year. For example, a married 
taxpayer who ordinarily received very little income 
outside of his salary of $300.00 a month, died on 
January 20, 1922, being then entitled to only $200.00 
salary. It happened, however, that before his death 
but after January 1 he had completed a sale of his 
residence at a net gain of $3,600. According to the 


present regulations, his tax would be computed as 
follows: 


I ARGE refunds will be claimed in many cases 


Rs Coke ae eek accuse sake $ 3,800.00 
ne, eS PP TTC ee 45,600.00 
Dveted by 05 (20/91)... «vsesverses 70,153.85 
Subtracting exemption of $2,000..... 68,153.85 
Normal tax on $68,153.85........... 5,292.31 
Serta om GPUjISSS. occ ccc cceess 15,790.77 

EE evinces bol aweneie lease $21,083.08 


Tax payable (.65/12 of $21,083.08) ...$ 1,142.00 


As computed above the tax is much more than it 
would have been had the taxpayer lived the full 
year and received his normal income. Upon his 
salary of $3,600 and gain of $3,600, or total net 
income of $7,200, the total tax would have been 
$268. A still smaller tax, however, is payable under 
the rule which will be followed since the decision in 
the Bankers Trust Co. case. Upon the facts stated, 
the tax to be paid for the decedent under the new 
rule would be only $52, since he received only $3,800 
as his income for the full year, and was therefore 
entitled to a $2,500 exemption. Consequently, if 
$1,142 was paid upon the required computation 
upon the annual basis, a refund of $1,090 should be 
recovered. 

This change in the regulations must be given 
retroactive effect, since it is a reversal immediately 
occasioned by a decision of a court of competent 
jurisdiction and therefore does not come within 
the provisions of Section 1314 of the Revenue Act 
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permitting the subsequent regulation to be applied 
without retroactive effect. The new regulations 
will therefore apply to returns already filed for any 
period governed by the Act of 1921 and must govern 
the determination of correct tax liability under such 
returns. If it appears that an amount of tax has 
been paid under such returns in excess of that prop- 
erly due under the revised regulations, such excess 
should be credited or refunded under Section 252 of 
the Reyenue Act. 

Although the regulations provide in Article 1006, 
as recently amended by T. D. 3492, that a case will 
not be reopened when it has been closed by a final 
decision after the taxpayer has had an opportunity 
to appeal as provided by statute, this rule is ex- 
pressly limited to exclude cases which are mate- 
rially affected by a change of regulations or by a 
final decision in another case either by the Com- 
missioner or by a court. A claim for refund should, 
therefore, be entertained notwithstanding any prior 
audits or examinations of the returns, additional 
assessments or refunds, or other supposedly final 
determinations of tax liability. Of course, if the 
taxpayer and the Commissioner, with the approval 
of the Secretary of the Treasury, have executed the 
agreement specified by Section 1312 of the Revenue 
Act, that the determination of liability shall be final, 
no refund can be obtained. 

Many of the returns for decedents and their es- 
tates were voluntarily filed upon the annual basis 
and the tax on that basis was paid without protest. 
Notwithstanding some conflict and uncertainty in 
the decisions and rulings as to the necessity for 
protest, claims for refund should be filed in such 
cases. 

Where there has been an overpayment on the 
return filed for the decedent, the claim for refund 
may be filed by his personal representative, execu- 
tive, or administrator. If, however, the estate has 
been closed, the claim for refund may be filed by 
the beneficiaries. There should be attached to the 
claim an affidavit from the administrator or execu- 
tive stating that he has been discharged and that 
the assets have been distributed. Ifa return result- 
ing in an overpayment was made also for the estate, 
a claim for refund should be filed by the executor 
or administrator or by the beneficiaries, in case the 
estate has been following the procedure as outlined. 


Limitation on Income Tax Advice 


AN ANNOUNCEMENT has been made that 
hereafter the Bureau of Internal Revenue will 
issue rulings and advice on questions involving in- 
come tax and profits liabilities with respect to com- 
pleted transactions only. 

The circumstances under which inquiries will be 
answered are stated by the Bureau to be as follows: 
“(a) the transaction must be completed and not 
merely proposed or planned; (b) the complete facts 
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relating to the transaction together with abstracts 
from contracts, or other documents, necessary to 
present the complete facts, must be given; (c) the 
names of all the real parties interested must be 
stated regardless of who presents the question, 
whether attorney, accountant, tax service, or other 
representative; (d) a request for ruling must be 
signed by the taxpayer or his agent under proper 
power of attorney; (e) a copy of the Bureau’s ruling 
addressed to a taxpayer will not be furnished to his 
agent unless the Bureau is specifically authorized 


to do so by the taxpayer.” (IT-Mim. Coll. No. 
3176.) 


Two Foreign Governments Reduce Their 
Indebtedness 


NDER the terms of the debt settlement ap- 

proved by the act of February 28, 1923, the 
3ritish Government on December 15 paid $92,000,- 
000 to the United States. Of this amount, $69,- 
000,000 represented the second semi-annual payment 
of interest at the rate of 3 per cent per annum, on 
a principal indebtedness of $4,600,000,000 and $23,- 
000,000 the first installment on account of principal. 
Payment was made in Liberty bonds, which accord- 
ing to the terms of settlement, were accepted at par 
and accrued interest with a small cash adjustment. 


The Treasury also received a payment of $180,- 
000 from the Republic of Finland; constituting a 
payment of $135,000 of semi-annual interest at the 
rate of 3 per cent on a principal indebtedness of 
$9,000,000 and $45,000 on account of principal. As 
in the case of Great Britain, payment was made in 
Liberty bonds. 


The bonds accepted by the Treasury in both cases 
have been cancelled and retired and the public debt 
is reduced accordingly. 


Foreign obligations to the United States as of 
December 15, including interest after deducting 
payments on account of principal received from 


the British and Finnish Governments were as fol- 
lows: 





———_———- Aggregate Indebtedness 

Country— Total Principal! Interest 
BE 6. cei Keeueen $ 14,263,196 $ 11,959,918 $ 2,303,278 
CN eee ree 28,385,737 24,055,709 4,330,028 
Belgium Leaneaweee ese 454,463,173 377,029,570 77,433,603 
Czechoslovakia ...... 110,905,724 91,879,671 19,026,053 
arr ee 16,788,729 13,999,146 2:789,583 
CO” 8,955,000 8,236,926 718,074 
DE a wcekweedwes 3,990,656,873 3,340,605,644 650,051,229 
Great Britain3’........ 4,577,000,000 eS” are 
NE. 6 tii wn waive 16,500,000 15,000,000 1,500,000 
eae ee ae 1,989,286 1,685,836 303,450 
Se ae 2,015,079,397 1,647,997,050 367,082,347 
es eae eae 6,032,478 5,132,287 900,191 
ON ee 30,819 26,000 4,819 
BE. 6 v.kecndsees 5,977,954 4,981,628 996,326 
i vce sieceaee 175,590 a =§s—«Cs Sea Riee 
EE cine cain’ 4 geen 182,471,304 155,930,956 26,540,348 
Pe cod standeed 43, 799, 024 36,128,495 7,670,529 
a Pee er 241,903,072 192,601,297 49,301,775 
WORMOM. cicccceecs 61,587,156 51,037,886 10,549,270 

. er $11,776,964,512 $10,555,463,609  $1,221,500,903 


1 Represents obligations received for advances under Liberty bond 
acts, also obligations received from the Secretaries of War and of the 
Navy on account of sales of surplus war material; obligations received 
from the American relief administration on account of relief supplies 
furnished; and obligations received from the United States Grain Cor- 
poration on account of sales of flour. 

2 Agreement providing for refunding of these obligations executed 
subject to canenel of Congress, on May 1, 1923. 

3 Refunding bonds received under terms of agreement concluded 
suant to the act of Congress approved February 9, 1922, as amende _- 
act of Congress approved February 28, 1923. 
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Per Capita Tax Levies Increased Nearly 
200 Per Cent in Ten Years 


HILE the revenue of the National Govern- 

ment from 1912 to 1922 increased 380 per 
cent, state revenues increased 183 per cent, county 
revenues ae per cent, and municipal revenues for 
places of 2,500 population and over increased 80 
per cent, according to a report issued by the Depart- 
ment of Commerce. The total of the above classes 
of revenues increased from $2,131,402,000 in 1912 
to $6,346,332,000 in 1922, or 198 per cent, which is 
equivalent to an average per person in the United 
States of $58.37 in 1922 and of $21.96 in 1912. 

The grand total of revenues, including school 
districts, park districts, etc., is $7,433,081,000, or an 
average of $68.37 for each person. Of this total 
$3,204,133,000 represent the revenues of the Na- 
tional Government, consisting of customs, $582,- 
189,000; Internal Revenue (1) income and profit 
tax, $1,691,090,000 and (2) miscellaneous taxes, 
$935,699,000; tax on circulation of National Banks, 
$4,304,000; and Federal Reserve Franchise tax, 
$10,851,000. 

The total of the revenues of states, counties, cities, 
townships, and other local political units is $4,- 
228,948,000, or an average of $38.90 for each person. 
Of this total $3,329,380,000, or 78.7 per cent come 
from general property taxes. Special taxes, includ- 
ing inheritance, income, etc., contribute $258,034,- 
000; poll taxes, $29,190,000; licenses and permits, 
$408,597 ,000; and special assessments, $203,747,000. 


British Tax Returns 


HE Board of Inland Revenue has recently pub- 

lished a report on the tax returns in the United 
Kingdom for the fiscal years 1913 to 1923. British 
taxes are divided into direct and indirect, according 
to the method of collection. During the last 10 
years, the percentages of taxes collected show very 
definite variations due mainly to the war-time meas- 
ures adopted. Indirect taxes amounted to 42.5 per 
cent of the total collections in 1913-1914, and they 
declined to 17.3 per cent in 1917-18, but again 
increased to 35.58 per cent in 1922-23. Direct taxes 
were 57.5 per cent in 1913-14, and after a slight 
increase they dropped to 43.1 in 1919-20, but during 
the post-war years, when rigid tax regulations were 
effected in the reconstruction program, they ad- 
vanced to 64.27 per cent in 1922-23. 





Budget Bureau Removal Is Opposed 


HE proposal before the Joint Congressional 
Committee on the Reorganization of Executive 
Departments that the Bureau of the Budget be 
removed from the Treasury Department has met 
with the vigorous opposition of Secretary Mellon. 
Under the proposed plan the bureau would.be- 
come a separate unit. Secretary Mellon declared 


that the work of the bureau is so closely interwoven 
with the Treasury Department that it should remain 
a branch of the department. He agreed that it would 
be well to transfer the public health service to 
another department. 
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Green Proposes Tax on Gifts to Halt 
Property Divisions 


EPRESENTATIVE GREEN of Iowa, chair- 
man of the Ways and Means committee of the 
House, favors the imposition of a tax on gifts as 
a means of preventing persons with large incomes 
from evading high surtax rates by a division of 
property. Mr. Green has declared that he will in- 
troduce a bill to provide such a tax on gifts above 
a stated amount. A bill providing for taxation of 
gifts has been introduced by Representative Frear 
of Wisconsin. Mr. Green has also indicated he 
will propose amendments to strengthen sections 
of the bill which are designed to prevent evasion of 
taxes through the reorganization of corporations. 


Mellon Bill Defers Profit Taking 


Belief that income tax rates would be revised 
this year in favor of taxpayers deferred a consider- 
able amount of profit taking of traders in stocks 
until the new year. The usual amount of selling 
before the end of the old year occurred to register 
losses in returns for the taxable year 1923. Those 
who had made sales for that purpose in the fore- 
part of December were able early in January to 
repurchase the same stock without danger of having 
the transactions classified as “wash” sales. Com- 
merce and Finance reports that the result of those 
cross currents of trading was that the stocks which 
had been strong before the turn of the year became 
heavy while those which had been under pressure 
in December advanced. 


The Taxation of Liquidating Dividends 
(Continued from page 39) 


It is said that taxing liquidating dividends in the 
same manner as the purchase price of shares of stock 
is not necessarily inconsistent with a segregation 
of the proceeds received according to their source. 
In other words, as under the Revenue Act of 1921, 
it must first be determined whether or not a gain 
or loss results from the transaction. This is done 
by a comparison of the cost or other basis of the 
stock, with the total amount received. If there is 
a gain, then for purposes of income classification, 
this gain is analyzed according to the source of its 
distribution. Is this method not consistent with the 
express provision relating to liquidating dividends 
in the Revenue Act of 1918 and with the probable 
intention of Congress not to subject the corporate 
profits to a double tax, that is, once in the hands of 
the corporation and then a normal tax in the hands 
of the stockholder? Whether or not this view will 
be sustained by the courts, does not, in my opinion, 
affect the question of the status of liquidating divi- 
dends under Acts prior to 1918 and under the 1921 
Act. As already pointed out, the Revenue Act of 
1921 shows an absolute consistency with the Acts 
prior to 1918 in respect to the definition of dividends 
in liquidation. Both the 1916 Act and 1921 Act use 
the term “any distribution.” Certainly “any dis- 
tribution” includes distributions in liquidation. 
There is absolutely no reason for any difference in 
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interpretation between these Acts. If Lynch vs. 
Turrish is construed to subject the gain from liqui- 
dating dividends to both normal and surtax, then 
the same result must obtain under the Revenue Act 
of 1921 as under the Acts prior to 1918. In my 
opinion, such a construction of this case is very 
narrow and is based upon a misunderstanding of 
the facts and principles involved. 


The Treasury Department has already declared 
the status of liquidating dividends under the Reve- 
nue Act of 1921. How it can possibly support a 
different method under the Acts prior to 1918 is 
indeed puzzling. 


Summarizing, the situation is as follows: 


1. Lynch vs. Turrish is not authority for assess- 
ing normal tax and surtax on the gain from liqui- 
dating dividends. 


2. If it were, the same result must obtain under 


the 1921 Act. Yet the Treasury Department has 
promulgated a different rule under this Act. 


3. Even under the 1918 Act, which is the only 
one expressly referring to liquidating dividends, the 
same rule as under the 1921 Act can apply with 
logic and consistence. 


4. Treating liquidating dividends as the pur- 
chase price of shares is entirely consistent with the 
classification of the gain, if any, so resulting for 
income tax purposes, according to its source. This 
is the rule under the 1921 Act. 


5. The definition of dividends under the 1913 
and 1916 Acts requires the application of the above 
method. To hold otherwise would be to take liqui- 
dating dividends out of the class of “any distribu- 
tion” and would be contrary to all principles of tax 
law construction. 


Appointed to Act as Tax Adviser 
to Secretary Mellon 


O ACT in an advisory capacity with regard to 
tax matters, A. W. Gregg of the Bureau of 
Internal Revenue was on December 17 appointed 
assistant to the Secretary of the Treasury. Mr. 
Gregg is regarded as one of the best informed 
authorities on tax questions in the United States. 


Mr. Gregg’s connection with the Bureau of In- 
ternal Revenue began in March, 1920. For a time 
he was on the staff in the office of the Solicitor, 
and was chairman of the Special Committee on 
Appeals and Review. Lately he has been chairman 
of the committee on the revision of the revenue 
act. Mr. Gregg is a native of Palastine, Texas. 


To the Point 


Tax expert, after long dissertation on intricacies 
of the income tax: “Now, if there is anyone who 
wishes to ask any questions, I'll be glad to answer 
them.” Utter silence follows. Speaker, entreat- 
ingly : “Speak right up—any question that has come 
to your mind!” Grave voice from the audience, 
“What time is it?” 





Editorial Review 


The Tax Reduction Controversy 


One of the reasons why there is so much con- 
fusion of thought about taxes is that the real issue 
is frequently clouded by failure to get a common 
point of view as a starting point or a failure of one 
disputant to recognize what the other is talking 
about. 


Senator Hiram Johnson in his Cleveland speech 
of January 3 attacked the Mellon reduction plan on 
the general ground, as quoted by the press, that the 
concern of the Mellon measure “is not for the man 
of small income who can least bear the burden, but 
the concern is for those of large incomes who can 
best bear the burden.” 


This criticism can hardly be fully justified in 
view of the fact that a 25 per cent reduction is pro- 
posed on the smaller incomes and in addition a fur- 
ther special reduction applicable to earned income 
of 25 per cent of the tax computed on the new basis 
would be effective. 


In answer to Mr. Johnson’s criticism, a prominent 
merchant of Chicago, has sent a letter to all senators 
and congressmen. The letter illustrates the thought 
suggested in the opening paragraph. Mr. Johnson 
was referring to the Mellon tax revisions which 
effect primarily individual income, while the subject 
of the Chicago merchant’s argument is the taxation 
of industry, chiefly corporations, on which no change 
of rates is proposed. Furthermore, the author of 
the letter to the members of Congress is hardly 
more careful than Mr. Johnson in consideration of 
fundamentals about the income tax. The former 
assumes that all income taxes are successfully 
shifted. Without affecting the controversy about 
the Mellon program, it can be assumed that they are 
in the case of levies on corporations. But all the 
changes proposed affect individuals primarily. That 
all individuals can pass on their taxes to some one 
else, nobody honestly believes. The extent to which 
income taxes affect prices is certainly not yet defi- 
nitely settled by statistics. It may be fairly said 
that to whatever extent income taxes can be shifted 
on a rising market, the operation is less successful 
on a falling market. If all original taxpayers were 
so successful in “passing the buck,” the present 
furore over tax reductions by those upon whom the 
tax is originally levied would be senseless. The fact 
is that high taxes do permanently affect the original 
taxpayers, but recognition of this does not produce 
the alternative that one supports excessive taxation 
of those with large incomes. ‘There are so many 
sound reasons in support of reasonable taxes on 
wealth that resort to questionable assertions about 
the effect of taxes hardly seems necessary. More- 
over, unwise publicity tactics often bring defeat to 
a good cause. “Signs are observable,” says Com- 
merce and Finance, “that the propaganda for the 
Mellon tax reduction bill has overplayed its hand.” 
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Speaking of Taxes 


Who’s who in the 100 per cent American class 
is of more than casual interest to the ordinary or- 
dained citizen who does not plume himself as being 
more than 99.44 per cent pure. 


The Citizens League Bulletin, of Kansas City, 
has essayed to devise a gauge by which any one in 
doubt may determine his exact rating. It may be 
made in secret. The only danger of any conse- 
quence in connection with its publication is that 
some member of Congress may force through a law 
compelling every citizen to make his figures a 
matter of public record. Nevertheless, the ques- 
tionnaire, which is to be self-applied, is given as 
follows: 


100% Your 
American Grade 
1. Am I registered for voting?.........  y ieee 
2. Did I vote at every election last year? 50%  ....... 

3. Have I listed all my income and prop- 
Orty foe  WaeeatOe os shin so escceces oe. ere 

4. Do I obey all the laws or only those 
that do not bother me?............ Mee: ) Batees 

5. Have I commended efficient public 
Cr gE ene pti peta ree mae tactae, 

6. Have I urged on delinquent officials 
the performance of duty?.......... Bye | “geen 

7. Am I aggressive in the support of 
worthy civic movements?.......... ae Poe 

100% (?) 


In the interest of a sympathetic appreciation of 
tax realities, the Editor would not object to being 
taken into confidence as to the rating which each 
reader gives himself in the matter of the third item 
in the above category. 


A Spendings Tax 


The idea that a tax on spendings, as a major 
source of revenue, would be desirable is not un- 
common, but it is seldom that one who favors such 
a form of levy sets up clear cut principles as a basis 
for his conclusions. The method of taxing spend- 
ings most generally advocated is by a sales tax. 
The adaptation of the income tax into a spendings 
tax is a more novel conception but such a method 
is presented in a recent issue of a leading technical 
journal. 


By this plan the income tax would function as a 
tax on living expenses after allowing an exemption 
“according to marital status, which would approxi- 
mate the dividing line between a wholesome stand- 
ard of living and extravagance.” Investments in 
“legal productive enterprises and government 
bonds” would be exempted. 


There is much in the article, as far as tax policy 
is concerned, which invites rebuttal, but all can in 
general be answered by considering the following 
six attributes set out as criteria of an ideal income 
tax: 

}. It should be simple of computation and a mat- 
ter of advance knowledge to the taxpayer. 
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2. It should penalize wastefulness and reward 


thrift. 


3. It should not burden production mere than is 
necessary. 

4. It should encourage investment in industry. 

5. It should conduce to lower prices. 

6. It should yield a constant income to the Govy- 
ernment. 

The first quality mentioned as desirable is a 
largely futile consideration. Computation of an 
income tax can be no more simple than the calcula- 
tion necessary to arrive at net income for a fixed 
period. As long as business transactions are in- 
volved, computation of income taxes cannot be 
strikingly simple. As for knowing in advance what 
the tax may be, hope of such a realization is vain 
since net income on which the tax is based cannot 
be reckoned in advance. 

There is no valid reason, either from a social or 
revenue standpoint, in support of the second rule 
that an income tax should be so contrived as to 
positively penalize wastefulness and reward thrift. 
There are enough regulatory laws already in effect 
without making the income tax a means of directing 
the habits of the populace. The incentives to thrift 
existing are so impelling that an ordinary tax one 
way or another can have little effect. Thrift is its 
own reward and need not be subsidized. Further- 
more, there are those in such fortunate circum- 
stances that they cannot help but make large sav- 
ings unless they are notoriously profligate. To 
especially reward such accumulation of capital 
would from a social point of view be a travesty on 
justice. On the other hand, there are others so 
situated that even by exercising the utmost thrift, 
they cannot hope to lay by any considerable stores 
on earth. There is no good reason why the latter 
should be penalized by favoring the more opulent. 
Paying a bonus by way of tax exemption for thrift 
gives too great a favoritism to property interests as 
compared with human interests. In the advance- 
ment of utilitarian objectives, objections from the 
standpoint of equity to society as a whole cannot be 
neglected. 

The third precept offered is that a tax should 
encourage investment in industry. Without being 
discriminatory, it is difficult to conceive of any tax 


that could encourage investment in industry. From 


a practical standpoint, the best that can reasonably 
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be expected is that the major source of revenue shall 
not by discrimination in favor of nonproductive 
outlay discourage investment in productive in- 
dustry. 

It is doubtful whether any moderate change in 
the income taxes would perceptably lower prices. 

The sixth attribute offered as an earmark of an 
ideal income tax is indeed a “consummation de- 
voutly to be wished,” but until individuals can have 
the consoling assurance of an unvarying income, 
the Government cannot expect constant returns 
from an income tax. 

The scheme, as set out, might promote accumu- 
lation of wealth, but when artificial means of eco- 
nomic stimulation are resorted to, there must be 
considered how the distribution of wealth may be 
affected. 

The fundamental weakness of the whole plan is 
that exemptions are extended even to a greater 
degree than under the present law. Some of the 
most outstanding flaws of the income tax now in 
effect are those involving exemptions—exemption 
of tax-free securities: minimum income exemptions 
and others not specifically provided for, but which 
arise as a result of faulty application of the tax levy. 
The income tax logically should apply to all citi- 
zens. Everyone should contribute something, if 
only a mite, to the support of the Federal Govern- 
ment. Such a universal application of the income 
tax would not be practical, however. The cost of 
collection of a tax that could be equitably levied on 
incomes now exempted would be all out of propor- 
tion to the revenue received. The exemption of 
municipal and state bonds is probably the most 
serious situation which faces the proper administra- 
tion of the income tax. Any other exemptions that 
occur are objectionable. To extend exemptions to 
income invested in industry would only be adding 
bitterness to grief already existing. To obtain the 
revenue now needed, it is not necessary to have 


tax rates so high as to seriously curb economic 
progress. 


Minimizing Glasses Wanted 


Now that the opticians are advertising special 
“Mah Jongg” glasses, a contributor to the Chicago 
Daily News wonders why income tax glasses have 
not been put oh the market. He ventures that 
“someone can clean up on this.” 
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The Pending Revision of the Revenue Law 
—A Forecast 


(Continued from page 44) 


although some of these, such as the creation of the 
Board of Tax Appeals and the elimination of the 
community property rule may receive sufficient 
attention to result in the omission of them from 
the administration bill. Notwithstanding the 
serious difficulties involved in even stating the basis 
of a preferential treatment for earned incomes, 
and the more difficult problems involved in its 
administration, it is very likely that some such 
provision will be adopted, to the substantial ad- 
vantage of the great majority of taxpayers. Some 
of the so-called nuisance taxes will be repealed, 
but until the Conference Committee has reported it 
will probably be impossible to anticipate which 
ones will be abandoned and which ones will be 
retained. The most certain element in the whole 
situation is that whatever Congress produces as 
the Revenue Act of 1924 will immediately create 
innumerable puzzles and problems, in addition to 
those already discovered under the prior income 
tax laws, so that, as with former laws, the interval 
between the enactment of the proposed law and the 
succeeding one will be all too short for the lawyers, 
the Treasury Department, and the courts to decide 
upon what Congress meant by the statute which 
it adopted. 
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Rules Governing Returns on Installment 
Basis 


Indications that there is widespread misunderstanding of 
the rules governing reports on the installment basis has 


lead the Department to call special attention to the following 
rules: 


“Where a taxpayer has in past years filed returns upon 
the cash basis or upon the straight accrual basis, but kept 
accounts upon the installment basis, amended returns may 
be filed for the purpose of reporting the income upon the 
installment plan in accordance with Article 42 of Regula- 
tions 45 and 62. 


“Where the accounts of a taxpayer in prior years have 
been kept upon the cash basis or upon the straight accrual 
basis, amended returns may not be filed for the purpose of 
reporting the income upon the installment plan. In no 
event may amended returns be filed upon the basis of 
estimates.” 
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